• The index series provides a range of benchmark choices reflecting alternative ways for market participants to access the mainland China market. It has been created for clients:
• Who would prefer to increase their China exposure over a period of time;
• Who have no quota constraint and would prefer a higher allocation to China A-shares;
• Who prefer having an allocation to China A-shares based on their own quota size.
• With over 14 years of experience developing China market indexes, FTSE's China benchmarks have become widely recognized by investors and ETF issuers globally as the leading measure of the China equity market and the natural choice for creating China-themed investment products.
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Introduction
China has shown strong indications that it is willing to open its market to international investors. The approval of QFII/RQFII licenses and quota has been increasing at a tremendous pace since 2011. The launch of the Shanghai-Hong Kong Stock Connect programme last year and the recent confirmation of a stocktrading link between Shenzhen and Hong Kong by the China's State Council, has shown clear evidence that the Chinese regulators and stock exchanges are making significant efforts to improve the regulatory environment and trading mechanisms. An increasing number of investors are asking questions such as: When will China be included in global benchmarks? What can investors do to prepare for a possible inclusion? This paper aims to answer these questions and is intended for market participants as they prepare for China inclusion in FTSE's global benchmarks. Section 1 and 2 describe the development of the China A-shares market and the milestones towards its globalization. The FTSE country classification system and the assessment results on China are discussed in Section 3. Section 4 outlines FTSE Russell's solution to the China A-shares market changes. Conclusions can be found in Section 5.
Following the implementation of market reforms in late 1970s, China has become one of the world's fastest-growing economies. Over the past few decades, it has evolved to become the largest manufacturer and the second-largest economy by GDP.
Since the establishment of the Shanghai and Shenzhen Stock Exchange in the early 1990s, the Chinese equity market has been developing at a significant pace. The first public trading commenced on December 19, 1990, with eight companies listing on the Shanghai Stock Exchange. Shortly afterwards, the Shenzhen Stock Exchange opened. There are now over 2600 companies listed on the two exchanges with a combined market capitalization that exceeds USD 6 trillion. This makes China the second largest equity market by market value. China's role in the global equity market has become increasingly important and attracted significant investor attention. (3,396) (2,335) (3, 470) (1,859) (1,446) (3, 357) 5,845 Source: WFE, FTSE Russell, data as at December 31, 2014 Although the Chinese equity market represents a significant portion of the global equity investment landscape, there are still some restrictions in market accessibility for the China A-share market. As the China A-shares market gradually opens, it is important for investors to understand the potential impact that an easing of such restrictions would have on their global benchmarks. FTSE Russell, as the leading international index provider of Chinese indexes, has been a part of this remarkable evolution since the beginning of this century. Since then it has provided Chinese domestic and international indexes to global and domestic investors. Its two flagship China indexes -the FTSE China 50 Index and FTSE China A50 Index, were designed to provide tools to investors with and without access to the domestic Chinese market. As of March 31, 2015, ETFs and funds tracking the FTSE China A50 Index and FTSE China 50 Index had assets under management of USD 14.1 billion and USD 7.8 billion, respectively.
Milestones towards globalization
The size of the China A-shares market is significant. However, it is only relatively recently that the idea of the possible inclusion of China A-shares into global benchmarks has started to emerge. This emergence can be attributed to three major developments in China; the expansion of the stock market, regulatory improvements and easier market accessibility for international investors. These three developments have led FTSE Russell to consider the inclusion of China A-shares into its global benchmarks.
Chinese regulatory reform
The China Securities Regulatory Committee (CSRC), established in 1992, is responsible for performing centralized supervision and regulation of the securities and futures markets on the Chinese mainland. Under the guidance of the CSRC, self-regulated organizations including the Shanghai and Shenzhen Stock Exchanges are responsible for the direct supervision over securities of listed companies trading on the exchanges' platforms.
There have been a number of regulatory reforms which are widely considered as positive steps towards opening the China A-shares market. In 2005, the CSRC proposed the elimination of non-tradable shares held by government and quasigovernment authorities, which resulted in improvements in liquidity and the overall pricing mechanism of the stock market.
In the same year the CSRC tackled the issues of misappropriation of funds held on behalf of clients in securities firms and fund management companies. Completed in 2008, it introduced a requirement to use third party custodians for handling client property, and prohibited securities/fund management firms from dealing directly with client funds.
The Code of Corporate Governance for Listed Companies in China was issued by the CSRC in 2001, stating the basic principles for corporate governance of listed companies, and the protection of investors' interests and rights. In December 2013, the State Council of the People's Republic of China issued nine new suggestions to further improve the equity market and protect the legal rights of minority shareholders. The proposed enhancements include improving information disclosure, the compensation system and strengthening investor education.
In December 2013, the CSRC also provided additional guidance on the regulatory requirements of new listings. The proposed reform aims to increase the protection, rights and interests of investors. Specifically, it urges issuers to use plain language to provide accurate and complete company information, enabling investors to make informed investment decisions. Other areas of attention include promoting fair and reasonable pricing, restricting high pricing by issuers and curbing speculation in new listings. The CSRC has also recently enhanced the regulation applying to non-listed companies that gain access to market funding through the purchase of a listed firm. The so called "backdoor listing" reform will mean non-listed companies will need to meet equivalent standards to those of an IPO approval.
All these reforms and regulatory changes represent positive steps towards the opening of the China A-shares market and are considered major factors by international market participants interested in investing in the local market. In the past 2 years, UK, Singapore, France, Germany, South Korea, Australia and Switzerland joined Hong Kong as offshore centres and are allowed to use Renminbi to invest in Chinese securities under the RQFII scheme. In addition to increasing quotas, the CSRC has relaxed the eligibility requirements criteria for the QFII and RQFII schemes. In the past year, the total number of licensed QFIIs and RQFIIs increased by 25 per cent to 414 licenses and the total quota approved increased by 46 per cent to USD 125.3 billion (QFII: USD 72.1bn and RQFII: USD 53.2bn).
Accessibility of the China A-shares market i) QFII/RQFII schemes
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One would expect the relaxation of eligibility requirements for the QFII and RQFII schemes would mean more investor groups becoming eligible. Interestingly, the QFII and RQFII quota has been issued mainly to asset managers, followed by commercial banks, securities companies and sovereign wealth funds as shown in Figures 2 and 3. We expect this pattern to change as more pension funds seek to diversify their equity exposure as the Chinese market becomes more accessible to international investors. The relaxation of eligibility criteria has also been accompanied by an expansion in the investment scope. QFII and RQFII eligible investors can now invest in index futures and bonds traded on the inter-bank market. Other restrictions such as the foreign ownership limit for QFII and the ratio of equity/bond investment for RQFII have also been revised to allow greater flexibility. A summary of the major revisions to the two schemes are shown in Figure 4 and 5. 
ii) Shanghai-Hong Kong Stock Connect Programme
International investors may also access the China A-shares market through the Shanghai-Hong Kong Stock Connect programme. This programme was launched on November 17, 2014. There are two components under the arrangement. The first component is the "northbound trading" that allows Hong Kong investors to trade China A-shares. The second component is the "southbound trading" that allows mainland investors to trade Hong Kong listed shares.
The initial northbound and southbound trading quota size is RMB 300 billion (USD 47.9bn) and RMB 250 billion (USD 39.9bn) respectively. The respective daily net quota limits are RMB 13 billion (USD 2.1bn) and RMB 10.5 billion (USD 1.7bn).
be suspended for the remainder of the day. As of 30 April 2015, the remaining northbound aggregate quota is RMB 170.2 billion and the remaining southbound aggregate quota is RMB 165.3 billion. Both daily and aggregate quotas are applied on the aggregate market level and the concept of firm or institutional level quota ownership under the QFII/RQFII scheme does not exist under this programme.
According to a spokesman for the Hong Kong Stock Exchange, the quota size will be reviewed periodically and will be increased if necessary. "Southbound trading" requires that the value of assets under each investment account has to be more than RMB 0.5 million. The eligibility criterion is a key difference when compared with the QFII/RQFII scheme which requires an approval process. Another key difference is that accessibility to the scheme is open to both institutional and retail investors.
There are restrictions on the securities which can be traded as part of the scheme. Only constituents of selected local market indexes in Shanghai and Hong Kong can be traded along with any dual listed A/H shares. At the moment, there is a notable absence of Shenzhen listed companies. The market anticipates that the Shenzhen-Hong Kong Stock Connect programme will be launched later this year as part of China's plan to open up its capital market to foreign investors.
Should China A-shares be included in global benchmarks?
The FTSE Country Classification process is carried out annually in September and classifies all countries contained in FTSE's global benchmarks as developed, advanced emerging, secondary emerging or frontier. The FTSE Country Classification Advisory Committee, a group of independent and experienced market practitioners, assesses each country on twenty one "Quality of Markets" criteria, and on the country's economic status as measured by GNI per capita.
On the basis of this framework, FTSE Russell presents its assessments to the FTSE Policy Group for further discussion. September's Annual Country Classification announcement is approved by FTSE's internal Governance Board taking the FTSE Country Classification Advisory Committee and Policy Group recommendations into consideration.
Countries that are subject to a potential change in their classification are included in the FTSE Watch List to ensure the transition is transparent to investors. The next review of the FTSE Watch List will take place in September 2015.
Of the nine Quality of Markets criteria that must be met for a country to be assigned secondary emerging market status, there are currently two tests which the China A-shares market currently does not meet. They are i) capital mobility and ii) settlement and clearing. Additionally, there are concerns regarding the treatment of taxation. FTSE Russell observes and assesses these areas as part of the country classification process. 
i. Capital Mobility
Capital mobility is an important criterion within the FTSE Country Classification system. Objections, restrictions and penalties resulting from the remittance of capital and income for each country are evaluated. Despite the significant progress in both the QFII and RQFII schemes, international investors are still subject to a number of restrictions. The conditions imposed by the QFII scheme remain stringent in terms of the lock-up period and repatriation cycle. The RQFII scheme grants investors a relatively higher level of capital mobility, especially for open-ended funds. However, the length of the approval process, the uncertainty regarding getting approval and the size of quota remain factors to be considered by international investors. For closed-end funds under the RQFII scheme, the capital movement is not as free as for their open-ended counterparts.
Currently, there are restrictions on the approval process, lock-up period and capital repatriation:
• The approval process can last from 20 to 60 days depending on whether it is for the QFII or RQFII scheme. Not all investor types are currently permitted.
• After successfully obtaining the QFII license from the CSRC, the investment capital has to be injected within six months of the quota being approved. Investment quota not remitted within this timeframe will be forfeited unless further approval is granted.
• Under the QFII scheme, investors are subject to a lock up period of between three months to one year measured from either the day the quota is fully fulfilled or six months after the quota is approved, whichever is earlier.
• The open-ended funds repatriation period for QFII investors is currently set at one week. The amount of net redemption cannot exceed 20 per cent of its total investment as of the end of the past year. The subsequent investment quota would generally be forfeited upon repatriation.
• Under the RQFII scheme, the capital repatriation for closed-ended funds is conducted on a monthly basis.
• There is no clear and transparent rule guiding the quota size granted. Insurance companies: ≥ 2 years of experience; AUM ≥ USD 500m
Securities companies: ≥ 5 years of experience; Net Assets ≥ USD 500m; AUM ≥ USD 5bn Commercial banks: ≥ 10 years of experience; Tier I Capital ≥ USD 300m; AUM ≥ USD 5bn
Other institutional investors (pension, foundations, trust companies etc.): ≥ 2 years of experience; AUM ≥ USD 500m
• Hong Kong subsidiaries of:
• Chinese fund management companies;
• Chinese securities companies;
• Chinese commercial banks;
• Chinese insurance companies 
iii. Taxation concerns of the QFII/RQFII schemes
Historically, the taxation treatment of QFIIs and RQFIIs had been unclear to international investors. The rules governing taxes on capital gains derived by QFIIs or RQFIIs from the trading of onshore PRC Securities were ambiguous. Important questions related to the determination of the cost basis, tax withholding and offsetting mechanism, and double taxation treatment remained unanswered.
As a result of all these uncertainties, some QFIIs have been setting aside funds in case tax collection is applied retrospectively. There are many different practices among asset managers in the market, ranging from reserving 0% to 10% from their profits for possible future taxation.
On October 31, 2014, the Ministry of Finance (MOF), China Securities Regulatory Commission and the State Administration of Taxation (SAT) announced that QFIIs and RQFIIs are temporarily exempt from Corporate Income Tax (CIT) on Chinasourced capital gains derived from transfer of shares and other equity investment assets on or after November 17, 2014. On the same day, it was announced that capital gains derived prior to November 17, 2014 shall be subject to Chinese CIT. QFII and RQFII quota holders must file tax documents or apply for an exemption before July 31, 2015. As part of this process quota holders are required to prepare dividend tax certificates which can only be obtained from companies directly, thus increasing the administrative burden of managing the fund.
iv. Implementation issue of the Shanghai-Hong Kong Stock Connect programme
The Shanghai-Hong Kong Stock Connect programme is a breakthrough development compared with other quota schemes China has adopted so far. 4 It does not require an approval process and is open to both institutional and retail investors. The quota limit is applied on a market aggregate level and not on an individual basis. The Scheme was launched on November 17, 2014 and the trading volume had reached the northbound trading quota limit of its first trading day. Despite the improved market access, market participants still have concerns on a number of issues regarding universe coverage, quota limit, ownership structure, pre-trade stock delivery and enforcement of regulations. For example, investors are allowed to trade only a subset of securities on the Shanghai Stock Exchange under the scheme. Securities on the Shenzhen Stock Exchange -which contribute a significant weighting in FTSE's China indexes -are not covered. In terms of continuity in market access, the Stock Connect Programme does not include any details as of today about when and how the quota will be re-granted in case the current quota is used up. It creates a certain level of uncertainty as to whether market access is provided on a continuous and regular basis.
Some of these concerns have been addressed and the remaining are still waiting to be alleviated going forward. In March 2015, the CSRC indicated at the National People's Congress that the details of the Shenzhen-Hong Kong Stock Connect will be released during the first half of 2015 and implemented in the second half of 2015. The HKEx launched the Enhanced Pre-trade checking model in March 2015 to address the requirement of transferring shares to brokers before market open. CSRC has released the official document "The Clarification on Beneficial Ownership under SH-HK Stock Connect" in May 2015. FTSE Russell will closely monitor any further developments of the schemes and study the implications as part of the country classification process.
Based on the country classification meeting in September 2014, China A-shares currently are not included in FTSE's standard global benchmarks. However, FTSE Russell acknowledges at the current pace of change it is increasingly likely that in the next three years China A-shares will become eligible for inclusion in FTSE's global indexes. Accordingly FTSE Russell will continue to engage with the Chinese authorities and closely follow market developments, including regulatory standards, capital mobility and market trading mechanisms.
Considering the uniqueness and pace of the current changes to the China A-shares market environment, FTSE Russell believes that the sensible path for China is to provide benchmark choices for clients, which will be described in the next section.
FTSE Russell's solution to the China A-shares inclusion
Although there is still significant restriction in market accessibility for the China A-share market, the domestic market is opening up to international investors at a significant pace. The granting of R/QFII quotas is gathering pace and the application process for R/QFII quota has been simplified. The size of approved aggregate R/QFII quota increased from USD 3.8 billion in March 2005 to USD 125.3 billion in March 2015. The total number of licensed QFIIs and RQFIIs increased by 25 percent to 414 licenses in the past year. In fact, an increasing number of international financial institutions have been granted a sizeable amount of R/QFII quota in the recent two years. Figure 8 shows the top R/QFII quota holders as at the end of April 2015. Market participants would like to make use of the improved market access to the China A-shares market; however they still lacked an appropriate and flexible benchmark which would allow them to achieve this aim. In order to provide a solution for these market participants, FTSE Russell has launched the FTSE China A Inclusion Indexes which aims to fulfill the following three criteria:
• It needs to cater for the different ways of accessing China A-shares by different segments of investors;
• It needs to reflect the dynamically changing environment in the China market; and
• It needs to be transparent and easy for users to understand.
There are two important components in the FTSE China A Inclusion Indexes: the construction of the China country component and the dynamic weighting to be allocated to China A shares.
China Country Component
The first step in FTSE Russell's proposed solution is to create the China country component. This has the following features:
• It is constructed based on the FTSE Global Equity Index Series methodology;
• China is reviewed as a single entity (A share + H share + Red chips + B share + P chips);
• The China A-shares selected as part of the review process will eventually become the constituents of FTSE GEIS when China is classified as secondary emerging;
• Index constituent weightings are the same regardless of the allocation to China A-shares in FTSE GEIS. Figure 10 shows the characteristics of the China country component within the FTSE China Inclusion Indexes. The FTSE China Index consists of large and mid-cap companies and the FTSE China A All Cap Index consists of large, mid and small companies. Similar to the FTSE Global Equity Index Series the FTSE China All Cap Index aims to capture 98 percent of the eligible universe. Including China A-share market in the global portfolio can potentially bring diversification benefits. Figure 11 shows the historical rolling 12 month daily return correlation between the FTSE China All Cap Index and the FTSE Global All Cap Index. It shows that the correlation between the China index and the global index is less than 40% in the last five years. 
The allocation decision
The second step in FTSE Russell's proposed solution is to decide how large China A-shares weighting should be in the global benchmarks. To answer this important allocation question, FTSE Russell has devised a framework that takes the unique environment of the China A-shares market into consideration. There are two significant factors which make the allocation decision a challenging task. Firstly, market access differs across investors and secondly, the China A-shares market is evolving at a significant pace. FTSE Russell's China A Inclusion Indexes provide three options and offers clients the flexibility to choose when to include China A shares in their Emerging Markets or Global Equity Markets benchmarks. The three options are:
1. allocation based on aggregate quota; 2. allocation based on no quota restriction; and 3. a customized allocation.
i. China A-shares allocation based on aggregate QFII/RQFII approved quota
The allocation of China A-shares to FTSE's global benchmarks will reflect the accessibility available to international investors. It is currently set equal to the aggregate QFII and RQFII quota approved for international investors. The allocation is adjusted proportional to the changes in the approved quota. There is a built-in mechanism ensuring that the allocation of China A-shares is in line with the accessibility available to international investors. Another major benefit of this solution is that it allows market participants to anticipate the China A-shares allocation based on the approved quota information. This approach covers not only the currently available quota schemes (i.e. QFII and RQFII), but also those from any other existing and future schemes that increase market access, such as the Shanghai-Hong Kong Stock Connect programme, when they are deemed suitable.
The quota adjusted series will be suitable for clients:
• Who would prefer not to have China A-shares included at their full market weight;
• Who would like to increase their China exposure over a period of time; and
• Who require a transparent and systematic approach to their China A-shares allocation.
An illustration of this solution is shown in Figure 12 . Based on this allocation methodology, the China A constituents would have a weight of 4.83 per cent in the FTSE Emerging Markets China A Inclusion Index, which corresponds to a weight of 0.46 per cent in the FTSE All-World China A Inclusion Index. When the same analysis is applied to the FTSE All Cap Indexes, the weight of China A constituents would increase to 5.64 per cent and 0.53 per cent respectively. Breakdowns by country for these indexes are shown in Figure 13 . Figure 14 illustrates the trend of growth for the China A-share weighting within the global benchmark. The weighting of the China A-shares in both indexes was still relatively small five years ago. However, the rapid growth of approved R/QFII quota and the increase in the market size in recent years has led to a significant increase in the allocation. The weighting of China A-shares in the FTSE Emerging Market China A Inclusion index increased from 1% in 2010 to 4.8% in 2015. 
ii. China A-shares allocation based on no quota restrictions
Although the QFII and RQFII schemes can potentially impose quota size restrictions on investors, not all investors are subject to such constraints. There might also be some market participants who wish to see the potential size of China reflected in global benchmarks in the absence of quota restrictions. A suitable benchmark solution for this group of market participants should not therefore be affected by any quota restriction.
As part of FTSE Russell's solution, a non-quota version of the index series has also been developed. The China A-shares allocation will be calculated by adjusting for free float and foreign ownership restrictions under this option.
The non-quota adjusted series will be suitable for clients:
• Who have no quota constraint;
• Who prefer a higher exposure to the Chinese A-shares market;
• Who would like to see what the expected size of the China A-shares market would be in global indexes. Figure 15 illustrates the effect of adding the FTSE China A indexes with no quota adjustment to the existing FTSE Global Equity Index Series. When there are no restrictions on including China A-shares into FTSE's Global indexes, the weight of China A-shares constituents in the FTSE Emerging and FTSE All-World Indexes would increase to 24.21 percent and 2.82 percent, respectively. When the FTSE All Cap Indexes are considered, the China A-share constituent weightings are even higher at 27.26 and 3.26 percent. The country breakdowns for these indexes are provided in Figure 16 . iii. Customized China A-shares allocation One appealing feature of FTSE's China A-shares solution is that it also provides an option to customize the index to suit individual users' preferences. Since the amount of QFII/RQFII quota and the fund size may vary substantially across different market participants, a custom index is a potential solution that tailors the different needs. The custom option allows index users to choose their own allocation of China A-shares in a regional/global benchmark, based on a quota size or investment view. Furthermore, the custom option can also incorporate a built-in mechanism to adjust the size of the allocation to take account of increased quotas over time.
The customized index solution will be suitable for clients:
• Who prefer having an China A-shares allocation based on a particular quota size;
• Who prefer seeing the weight of China A-shares increasing as quotas increases;
• Who prefer choosing an allocation based on specific investment views.
This solution is illustrated in Figure 17 . 
Conclusion
The market for China A-shares has experienced several key changes in the past twenty years. These changes include regulatory reforms to the Securities Law, to non-tradable shares, the launch of the QFII/RQFII schemes and recently the Shanghai-Hong Kong Stock Connect programme. Until three years ago, many investors had not considered the idea of including China in global benchmarks. With over 2,600 companies listed since 1991 and a market capitalization of approximately USD 6 trillion it is understandable why investors are paying more attention to the changes going on in China.
Recently China has shown strong indications that it is willing to open its market to international investors. The approval of QFII/RQFII licenses and quota has been increasing at a tremendous pace since 2011. The Shenzhen-Hong Kong Stock Connect is widely expected to be launched in second half of 2015. There is clear evidence that the Chinese regulators and stock exchanges are putting in significant efforts to improve the regulatory environment and trading mechanisms. More and more investors are beginning to ask the China question: when will China be included in global benchmarks?
In order to determine if a country should be included in its global benchmarks, FTSE applies an objective and consistent approach to the categorization of countries via the FTSE Country Classification System. At the most recent review carried out in September 2014, there were three criteria that the China A-shares market did not fulfil and as a result China A was retained on the watch-list for potential secondary emerging status. FTSE Russell accepts that at the current pace of change it is increasingly likely that within the next two to three years China A-shares will become eligible for inclusion in FTSE's global indexes. This will depend on improvements in areas such as market accessibility and quota allocation, capital repatriation and changes in clearing and settlement. FTSE Russell will continue to consult and engage with the Chinese authorities and market participants to monitor developments and gauge progress in these key areas.
In the interim more and more investors are gaining access to the China market via the existing quota system. The FTSE China A Inclusion Indexes have been developed as a standard set of indexes to provide market participants with benchmark options to transition their portfolios. The index users will be offered the options to choose their China A-shares allocation based on differing quotas or views on the market. Index users can adopt either 1) Global benchmarks with China A-shares included and weighted by the aggregate approved quota, 2) Global benchmarks with China A-shares included and weighted by free float and foreign ownership-adjusted market value as if no quota restriction existed or 3) Customized indexes based on an investors own QFII/RQFII allocation. For those market participants who do not wish to have A-shares in their global benchmarks they can continue to use the FTSE Global Equity Index Series. FTSE Russell will continue to monitor clients' needs and work closely with them as China continues to open its market to international investors. London Stock Exchange Group companies includes FTSE International Limited ("FTSE"), Frank Russell Company ("Russell"), MTS Next Limited ("MTS"), and FTSE TMX Global Debt Capital Markets Inc ("FTSE TMX"). All rights reserved.
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